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OPI1 NI ON

This appeal is nmade pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of John H Gace
Conpany agai nst a proposed assessnent of corporation

income tax and penalty in the total amount of $562.50
for the inconme year 1974.
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Appel lant is an Illinois corporation having
its principal place of business in that state. Appel-
| ant’ s business consists of leasing railroad cars to
i ndustrial conpanies who then arrange for railroad
conpanies to transport their products in these cars in
interstate commerce. The |essee conpanies pay appellant
a flat nonthly rental charge. Appellant conducts no
business in California, has no agents in California,
does not solicit |easing customersin California, and
does not have any leasing custoners in this state. The
arrangenments between appellant's |essees and the various
rai |l roads which haul 'the |essees' products are of no
concern to appellant. Appellant does' not charge its
| essees a rent based upon the mleage traveled by the
| eased cars. The only contact appellant has with' this
state is that sone of the railroad cars it leases to
interstate shippers happen to pass into or through
California in Interstate commerce pursuant to arrange-
ments between the interstate shippers and the various
railroads.

During 1974 appellant was subject to the pri-
vate car tax. Rev, & Tax. Code, §§ 11201-11702.) The
private car tax, which is in lieu of all other state,
county, municipal or district ad valorem taxes upon
private cars, 1S collected by the state and deposited
1A the ?7neral fund.. (Rev. & Tax. Code, §§ 11252 &
11701.)=/ During the appeal year the average num
ber of appellant's railroad cars per day in California
was 9.07. Based upon this average daily presence, the
assessed tax was $621.

1/ Appellant suggests that since it pays a state prop-
erty tax on its cars, it is inappropriate for it to be
subjected to a second state tax on the incone produced
by the sane cars. W understand appellant's argunent to
raise the issue of unconstitutional double taxation.

For reasons set forth in this opinion, we cannot reach
this troubl esone question. But see Weber v. County of
Santa Barbara, 15 Cal. 2d 82, 87 (98 ?KQEFI9T'TT§I%T"'
where 1T was held that the sinultaneous'inposition of
the |l ocal property tax on property and of the state
personal income tax neasured by the income from such
property does no violence to the constitutional inhibi-
tion against double taxation.; see also Burhans v. County
of Kern, 170 Cal. App. 2d 218, 227 [338 P.2d 546]
(1959).)
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Upon learning that appellant had cars in the
state during 1974, respondent advised appellant that it
was subject to the corporate income tax since it owned
railroad cars that produced incone in this state, and
requested that appellant file a return. Appel | ant
refused, contending that California |acked sufficient
nexus to establish jurisdiction for asserting a corpo-
rate incone tax. Thereafter, respondent estinated
appellant's net inconme attributable to California to be
$5, 000 and issued the proposed assessment of corporate
income tax and penalty in issue. It is fromthis action
that appel |l ant appeals.

The sole issue for determnation is whether

appel lant is subject to the California corporation
i ncone tax.

Section 23501 of the Revenue and Taxation Code
provi des, in pertinent part:

There shall be inposed upon every corporation
for each taxable year, a tax ... upon its
net income derived from sources wthin this
state. . . ..

The phrase “income derived from sources within this
state" is defined by section 23040 of the Revenue and
Taxation Code which states:

I ncome derived fromor attributable to sources
within this State includes income from tangi-
ble or intangible property |ocated or having
a situs in this State and incone from any
activities carried on in this State, regard-

| ess of whether carried on in intrastate,
Interstate or foreign conmerce.

Appel l ant first argues that sections 23501 and
23040, by their own terns, do not apply to the factua
situation presented by this appeal. [T it is determ ned
that the statutes apply, appellant argues that such
application would violate both the due process and
commerce clauses of t he federal constitution.

The adoption of Proposition 5 bY the voters on
June 6, 1978, adding section 3.5 to article Ill of the
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California Constitution.?? precludes our deternining

that the statutory provisions involved are unconstitu-
tional or unenforceable. Furthernmore, this board has

a well established policy of abstention from deciding
constitutional questions in an appeal involving proposed
assessnents of tax. (See, e.g., Appeal of Maryland Cup
Corp., Cal. St. Bd. of Equal., March 23, 1970.) This
pol1cy is based upon the absence of any specific statu-
tory authority which would allow the Franchise Tax Board
to obtain judicial review of an adverse decision in a
case of this type, and our belief that such review should
be available for questions of constitutional inportance.

However, the fact that we cannot decide the
constitutional issue does not mean that we can ignore
existing constitutional limtations when interpreting
the applicable statutes. Since the Legislature intended
the taxing statutes to reach only to the limts per-
mitted by the Constitution, our application of the
statutes to the facts presented is restricted by exist-
ing constitutional limtations. (See Butler Bros. v.
McColgan, 17 Cal. 2d 664 {111 p.2d 334] (1941), affd.,
315 U.S. 501 [86L. Ed. 991] (1942); Luckenbach
Steanship Co. v. Franchise Tax Board, 219 Cal. App. 2d

2/ Section 3.5 of article IIl provides:

An administrative agency, including an
administrative agency created by the Constitu-
tion or an initiative statute, has no power:

(@) To declare a statute unenforceable,
or refuse to enforce a statute, on the basis
of it being unconstitutional unless an appel-
late court has made a determination that such
statute is unconstitutional;

_ (b) Todeclare a statute unconstitu-
tional:

(c) To declare a statute unenforceable,
or to refuse to enforce a statute on the basis
that federal law or federal regulations pro-
hibit the enforcement of such statute unless
an appellate court has made a determination
that the enforcement of such statute is pro-
hibited by federal |aw or federal regulations
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710 {33 Cal. Rptr. 544) (1963); see al so Matson Naviga-
tion Co. v. State Board of Equalization, 3 Cal. 24 1 [43
P.2d 805) (1935).)

It is respondent's position that appellant's
railroad cars, which are used to ship nmerchandise into
and through California, are enployed in this state to
produce income. Respondent argues that although appel -
lant is not directly enga?ed in transportin% goods,
obtaining, instead, a profit fromleasing the cars, such
income is derived fromthe use of apﬁellant's property
which is "located" in California within the neaning of
section 23040. Respondent then concludes that appel -
lant's cars acquired an in-state situs, and its incone
fromthe |eases of its cars is "derived from sources
within this state" under section 23501. In reaching
this conclusion, respondent relies upon the economc
presence theory posited by the court in American
Refrigerator Transit Co. v. State Tax Commission, 238
Oe. 340 [395 p.2d 127] (1964). (See al so, Gkl ahona Tax
Conmi ssion v. _Anerican Refrigerator Transit Co., 349
P.2d 746 (Okla. 1959); and Conm SSioner_of Revenue V.
Pacific Fruit Express Co., 227 Ark. 8 [296 S.w.2d 676]
(1956).)

Appel [ ant counters with the argument that the
taxing statute does not apply to it because none of its
income is froma California source. |t is appellant's
position that none of its business activities, which'
consi st of l|easing railroad cars, occur in California.
Appel l ant also naintains that the presence of its rail-
road cars in California, which are under the control of
its |essees' bailees, is too attenuated to satisfy the
statutory nexus requirenment. The authorities cited in
support of appellant's position are Kentucky Tax Com
m ssioner V. American Refrigerator Transit Co., 294 S.W.

. 1956) and Redwine v. American Refrigerator
Transit Co., 91 Ga.App. 522 (86 S.E.2d 336] (1955).

Al though the cases cited by the parties are
factually simlar to this appeal, we find themof little
assistance. Wth the exception of the Oregon case
relied upon by respondent, all of the cases can be dis-
tingui shed on the basis of the specific'statute involved
or by the courts' reliance on |ocal cases which were
factual ly inapposite. Even the Oregon case has been
criticized as interpreting controlling Suprenme Court
authorities as a carte blanche for aggressive state tax
adm ni strators. (Lohr-Schm dt, Devel oping Jurisdic-
tional Standards for State Taxation of Mi[frstaie
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Corporate Net |ncone, 22 Hastings L. J. 1035, 1043
(1971).) This coment was generated by the Oregon
Suprene Court's acceptance ot the theory that the tax-
payer's nere econom c presence, as opposed to physical
presence, within the taxing state constituted a suffi-
c?ent nexus to validate the'tax under the due process
clause.

In the 16 years since the Oregon case was
decided, no United States Supreme Court case has adopted
the economic presence theory, and one case has suggested
t hat sone physical presence on behalf of the taxpayer is
required. (See National Bellas Hess, Inc. v. Department
of Revenue, 386 U. S. 753 [18 L. Ed. 24 505] (1535).)
Accordingly, we decline to follow the lead of the Oregon
Suprene Court by accepting nmere econom Cc presence as
constituting sufficient statutory nexustosupport the
corporate income tax.

In view of the volume of judicial and nonjudi-
cial witing upon the subjectbefore us, there is little
to be gained from another detailed analysis of the nany
cases and commentaries considering the existence of suf-
ficient connection or nexus to support state taxation of
interstate comrerce. It is sufficient to say, in
accordance with Northwestern States 'Portland Cenent Co.
v. Mnnesota, 358 U'S 450 [3 L. "Ed.2d 4211 (1959) and
its progeny, that no barrier exists to prevent the taxa-
tion of income derived wholly in furtherance of inter-
state commerce so long as the corporation's in-state
business activities have sone regular, systematic and
substantial connection with, and physical presence
within, the taxing state. The controlling test which
the United States Suprene Court has repeatedly noted as
underlying mnimally sufficient nexus is whether by the
practical operation of the tax the state has exerted
itstaxing power in relation to opportunities which
it has given, to protection which it has afforded, to
benefits which it has conferred by the fact of being an
orderly, civilized society. (Northwestern States
Portland Cenent Co. v. Mnnesota, supra, 353U S. at
465; accord Wsconsin v. J.C Penney Co., 311 U S. 435,
444 (85 L. Ed. 267] (1940).) 1In order to subject the
foreign corporation to taxation, however, the benefits
and protections afforded by the state nust be substan-
tial and enduring rather than insignificant and transi-
tory. (See generally, Beaman, Paying Taxes to O her
States (1963) p. I1-7.)

- 533 -



»y

Appeal of John H Gace Conpany

Wth this analysis in mnd, we turn to the
question whether California, pursuant to section 23501
and 23040 of the Revenue and Taxation Code, can subject
appel lant to the corporation income tax.

Appel lant's sol e business activity is |easing
railroad cars. Since appellant conducts no business
in California, has no agents in this state, does not
solicit leasing customers here, and does not have any
| easing customers in California, it is readily apparent
that appellant conducts no "activities" within this
state as contenplated by section 23040 of the Revenue
and Taxation Code.

Furthernore, the mniml quantity of appel-
lant's property present in this state was here under
the control of the bailees of appellant's |essees, and
not under the direction or control of appellant. The
presence of any of appellant's railroad cars in
California was entirely fortuitous. After the income
producing relationship was established by entering into
a lease and delivering the transitory property to the
| essee, all of which occurred outside California, the
receipt of income in Illinois fromthe |ease of that
transitory property during the time it was within this
state under the possession and control of the bailee of
appel lant's |l essee did not constitute the receipt of
"I'ncome from tangible property ... located or having
a situ§ in this State" as contenplated by section
23040.2/

In short, there is sinply nothing that this
state does or provides which has a sufficient connection
with appellant's income or property for which it can
legitimately assert its corporation inconme tax against
appel lant.  Accordingly, respondent's action in this
matter nust be reversed.

3/ Presumably, appellant's |essees are subjected to a
properly apportioned franchise or inconme tax for their
endeavors in California. Therefore, California is being
paid for the only benefits and protections it provides.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 2s6670f the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of John H Gace Conpany against a proposed
assessment of corgoratlon income tax and penalty in the
total amount of $562.50 for the income year 1974, be and
the sane is hereby reversed.

Done at Sacramento, California, this 28th day

of Octoher. , 19gq, bK the State Board of Equalization,
W t h Members Nevins, Reilly, Dronenburg and Bennett present.

Richard Nevins » Chai rman
Ernest J. Dronenburg, Jr. , Menber
Ceorge R Reilly , Menber
WIlliam M Bennett . Member
» Menber
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